The introduction of a secondary tax on companies (STC) and the lowering of the normal income tax rate in 1993 constituted a dramatic change in the tax structure of South African organisations. The original intention of these changes was to encourage organisations to re-invest profits to make use of capital investment opportunities. It was also anticipated that these tax changes would lower the cost of capital of organisations.
INTRODUCTION
Shareholder value is a function of expected future cash flows, discounted at an appropriate cost of capital (Hawawini & Viallet, 1999:380) . An organisation's cost of capital determines not only the viability of capital investments, but also the value of the organisation's shares. Any factor that has a significant effect on the cost of capital needs to be considered carefully, as it will affect shareholder value. The secondary tax on companies (STC), which was introduced during 1993, is such a factor.
In order to assess whether the introduction of STC, together with the lowering of the normal company tax rate succeeded in meeting the initial objectives, a thorough investigation of the impact on the dividend policies, cost of capital and value of organisations is required. Each change to STC and the company tax rate subsequent to the introduction of STC need to be considered in order to determine how shareholder wealth was affected.
STRUCTURE OF THE ARTICLE
The structure of the article is designed to provide a framework for the research objectives, the research approach, the theoretical background on the cost of capital and value determination and the effects of the introduction of STC. The purpose of the research is to determine what impact the introduction of STC and the lowering of the company tax rate, as well as the changes to these rates, had on the cost of capital and shareholder value of listed South African organisations. The layout is arranged under the following headings:
Research objectives; Research approach; Basic Theory underpinning cost of capital; Different views regarding cost of capital; Determination of value; Tax changes since introduction of STC in 1993; Summary of results; Implications; and Conclusion.
RESEARCH OBJECTIVES
The main objectives of this study are twofold, namely:
To investigate whether the initial intentions with the introduction of STC and the lowering of the normal company tax rate actually materialised; and To determine what impact the introduction of STC and the lowering of the normal company tax rate had on the cost of capital and the value of organisations.
RESEARCH APPROACH
The research approach is to initially do a study of the basic theory and inputs regarding the determination of the cost of capital and the valuation of a company. From this study some inferences are drawn about how the STC might influence the cost of capital and company value. A case study using one or more listed organisations could have been one way to approach the analysis. However, in order to isolate only the effects of the tax changes and to keep all the other variables constant, it was decided to use a theoretical example of a company. Certain parameters were then set in order to build a profile of a theoretical company that is representative of the 'average' listed South African company. The impact of the introduction of STC, as well as each change in either the STC rate or the normal tax rate, are then determined before certain conclusions are made.
BASIC THEORY UNDERPINNING COST OF CAPITAL
The cost of capital is a vital ingredient in just about all strategic financial decision making. Typically, these decisions include: evaluating capital investments; determining optimal capital structures; valuations of company shares; and determining the economic value added (EVA) of a company (Correia, Flynn, Uliana & Wormald, 2007:7-2) .
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It therefore stands to reason that sound economic principles and dependable forecasting need to be combined with accurate calculations in order to estimate an organisation's cost of capital as reliably as possible. For consistent decision-making, unbiased by the specific form of finance used, a poolingof-funds approach is suggested, whereby a weighted average cost of capital ("WACC") is determined. The WACC is calculated after the component cost of each source of long-term finance (normally equity, preference shares and long-term debt) is determined and appropriately weighted according to the desired target cost structure (Firer, Ross, Westerfield & Jordan 2004:474) .
Where a given balance sheet is considered to represent the target capital structure, it is preferable to use market values, rather than book values, to determine the weights (Correia, Flynn, Uliana and Wormald 2007:7-14) . According to Hawawini and Viallet (1999:320) , Gitman (2006:511) In order to address the impact of the introduction of STC and subsequent changes to the STC rate and the normal tax rate, careful consideration needs to be given to the effect of STC on each component cost of capital and ultimately, on the WACC. At this point it may be appropriate to reflect on the concept of cost of capital and the different views on how it could be determined.
DIFFERENT VIEWS REGARDING COST OF CAPITAL
The following description of cost of capital is given in CIMA (2005:178) : "The cost of capital is the minimum return that a company should make on its own investments, to earn money out of which investors can be paid their return." This perspective may be in order to determine the cost of debt and of preference shares, but it would not be acceptable for equity. Shareholders derive their returns from both dividend payouts which is paid by the company and increases in the share price (capital growth), which is not paid by the company.
Two approaches (views) on how to determine the cost of capital are identified in CIMA (2005:178) . According to the first approach, which can also be described as a direct approach or bottom up approach, the cost of capital is the after-tax cost the company pays for using a certain source of longterm capital. This approach is appropriate for both debt, where the component cost is the current after-tax interest rate, and for preference shares, where the component cost is the current rate on similar preference shares. The cost of preference shares is also equal to the effective cost percentage the company is paying, based on the current market price of the preference shares.
It is not possible to assign a direct cost to ordinary shares as the company has no obligation to pay any dividends to investors. Furthermore, capital growth, constituted by increases in the share price, is not paid out by the company. There may be some correlation between the percentage of profits retained in the company and future share price growth, but there may not necessarily be a good relationship. For instance, re-investing retained profits in projects with returns lower than the WACC will destroy value and therefore may cause a decline in the share price. Clearly, a different approach is required to handle the determination of the cost of equity.
The second approach views the cost of capital (specifically the cost of equity) as an opportunity cost. The cost of capital is then the minimum return required by investors to invest in a company of similar risk/return characteristics as the company under review (CIMA, 2005:178) . This opportunity cost approach is therefore especially suitable to determine the cost of equity.
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There are two well-known models to determine the cost of equity, namely the dividend growth model and the capital asset pricing model. The so-called Gordon dividend growth model uses a simple valuation model based on future dividends and the current share price to estimate the cost of equity (Ross, Westerfield & Jordan, 1993:490) : k e = D 1 / P 0 + g where D 1 = dividend expected for coming year P 0 = current ex-dividend price per ordinary share g = expected constant future growth rate in dividends
The requirement of a constant past or future dividend growth is rarely met in practice and it has already been pointed out that dividends alone do not fully represent the cost of equity capital. For the purposes of this article, these weaknesses rule out the dividend growth model as a reliable determinant of the cost of equity.
The capital asset pricing model (Damodaran, 1997:107; Palepu, Healy & Bernard, 2000:12-14; Lund, 2002:483; Brigham & Houston, 2004:364; Moyer, McGuigan & Rao, 2005:199 and Brigham & Daves, 2007:323 ) is a much better representation of the opportunity cost approach as it calculates the required rate to compensate the shareholder for the systematic (non-diversifiable) risk of the company. According to Killian (2005:56) this is also the approach most widely used in practice and preferred by McGregor BFA to determine the cost of equity for listed organisations. The cost of equity is determined as follows:
R f = risk-free rate, e.g. yield on government bond = beta-factor of share R m = average market return, e.g. on All-share Index
Based on the following assumptions a hypothetical WACC can be determined before introducing the possible effects of STC. Assumptions 1. Target weight equity = 0,6 2. Target weight preference shares = 0,1 3. Target weight long-term debt = 0,3 4. Normal company tax rate before STC = 48% 5. Before tax cost of debt = 12% 6. After-tax cost of debt 12%(1 -0,48) = 6,24% 7. Current preference share rate = 10% 8. Risk-free rate = 8% 9. Beta = 1,0 10. Market return = 14% 11. Market premium (R m -R f ) = 6%
All weights and components of cost of capital are selected to be more or less representative, on average, of listed South African organisations and the JSE Limited over the last number of years.
k e = 8% + 1,0(14% -8%) = 14% WACC = 0,6(14%) + 0,1(10%) + 0,3(6,24%) = 11,27%
In the next section the role of the WACC in determining the value of a company is discussed.

DETERMINATION OF VALUE
To date, a range of methods have been developed to determine the value of a company. Typically any one of dividends (Brealy & Myers, 2000:63 and Megginson, Smart & Lucey, 2008:171) , profits (Bodie, Kane & Marcus, 2001: 422) , cash flows (Lasher, 2003:73) or net assets (Gitman, 2006:351) can be used as a basis for a valuation. The selection of an appropriate valuation basis will depend on what basis is regarded as the main driver of value in a given valuation scenario. For the purposes of illustrating the impact of changes in the cost of capital and after-tax operating profits on the value of a company, a simple model, assuming zero growth, is used. The rationale behind this is that one would rather underestimate the calculation of value and the impact of the tax changes than exaggerate it. This model is based on the assumption that neither the dividend policy, nor the sources of long-term finance determine the value of the company. In other words, the value of the company is determined purely by its assets and their future earning power.
If it is assumed that a company had a before-tax operating profit of R100million in 1993 before the introduction of STC, the after-tax operating profit (NOPAT) would have been R52million after tax of 48%. Using the WACC of 11,27% determined in the previous section, the value of the company at that time can be determined as follows:
The effects of the introduction of STC and the subsequent changes to STC and the normal income tax rate on the cost of capital and the value of organisations will now be considered.
TAX CHANGES SINCE INTRODUCTION OF STC IN 1993
In the following sections the impact of the introduction of STC, as well as the concomitant changes in the company tax rate on the cost of capital and the value of organisations are discussed.
Introduction of STC in March 1993
During the 1993 budget, the then Minister of Finance, Derek Keys, announced a drop in the normal company income tax from 48% to 40% and introduced a secondary tax on companies (STC) of 15% on net dividends paid (Davidson, 1996:11) . According to Davidson (1996:12) "the stated objective was to encourage organisations to exploit investment opportunities." This move embodied a disincentive to pay out dividends and it effectively left the company with the prerogative to decide what the effective combined tax paid would be and also what amount, if any, would be made available to ordinary shareholders by way of a dividend.
It is interesting to note that it was initially expected that the introduction of STC would lower an organisation's cost of capital (Davidson, 1996:11) . The reasoning behind this argument is open for speculation. The lower expected dividend payouts could have been interpreted (wrongly, in the opinion of the authors) as a possible cause for a lower cost of capital, or perhaps the expected greater re-investment of profits could have resulted in savings in issuing costs and thereby lower the cost of capital. The expectation of a decrease in the cost of capital after the introduction of STC will be
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tested by making the appropriate tax adjustments to recalculate the WACC for the hypothetical company. Furthermore, the impact of the tax changes on the value of a company is determined.
Two important issues need to be highlighted at this juncture. Firstly, the introduction of STC cannot be evaluated in isolation. The combined effect of STC, along with the change in the normal income tax rate would have to be factored in simultaneously before conclusions can be drawn. Secondly, the issue of changing dividend payments brought about by the STC and its implications for signalling theory and the value of the organisation's shares is well worth pursuing through further research, but it falls outside the intent and scope of this article. The signalling theory of dividends states that shareholders may look at dividends as a more reliable indicator of the future prospects of a company than profits which can be manipulated more easily (Correia et al., 2007:20-4) .
The impact of the introduction of STC of 15% and the lowering of the normal income tax rate from 48% to 40% on the cost of capital of the hypothetical company will now be considered. With an assumed cost of debt being 12%, the after-tax cost of debt will now be 12% x (1 -0,40) = 7,2%. The cost of preference shares will now have to include STC of 15% and assuming the net preference dividend is kept at 10%, the total cost becomes 10% x 1,15 = 11,5%. Taking an opportunity cost view of the cost of equity, the required return of shareholders would remain unchanged. This is so because the investor's perceived risk of the company is unaffected by the nature of the tax paid. Therefore the cost of equity, determined according to the capital asset pricing model, will remain the same. The WACC of the hypothetical company can now be determined as follows: WACC = 0,6(14%) + 0,1(11,5%) + 0,3(7,2%) = 11,71%
When this result is analysed, it transpires that the WACC actually went up because of the smaller tax relief on the interest payments and the added STC on the preference dividends. The payout ratio did not affect the WACC at all, i.e. the WACC would have been the same if the payout ratio was 100% or zero.
Using a NOPAT of R60million (R100million before tax minus 40% tax) and the WACC of 11,71%, the value of the company can be determined as follows:
The result shows that in spite of the increase in the cost of capital, the theoretical value of the company actually went up by 11%, mainly on account of the drop in the normal tax rate.
Increase of STC to 25% and Reduction in Normal Tax to 35% in June 1994
Following the same reasoning as in the previous section, the impact of these changes can now be incorporated in the WACC calculation. The after-tax cost of debt becomes 12% x (1 -0,35) = 7,8% and the cost of preference shares becomes 10% x 1,25 = 12,5%. WACC = 0,6(14%) + 0,1(12,5%) + 0,3(7,8%) = 11,99%
These tax changes again resulted in the WACC actually increasing due to the same reasons mentioned in the previous section.
Using a NOPAT of R65million (R100million before tax minus 35% tax) and the WACC of 11,99%, the value of the company can be determined as follows: V = NOPAT / WACC = R65m / 0,1199 = R542million (rounded to nearest Rmillion)
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The result again shows that in spite of the increase in the cost of capital, the drop in the normal company tax rate caused the theoretical value of the company to go up by about 6%.
Decrease of STC to 12,5% in March 1996 and Normal Tax Kept at 35%
This change would only affect the cost of preference shares (now 10% x 1,125 = 11,25%) and the WACC can be calculated as follows: WACC = 0,6(14%) + 0,1(11,25%) + 0,3(7,8%) = 11,87%
This time there is a slight reduction in the WACC by virtue of the effect of the decrease in STC on the cost of preference shares.
Using a NOPAT of R65million (R100million before tax minus 35% tax) and the WACC of 11,87%, the value of the company can be determined as follows:
This time, the slight decrease in the WACC caused the value of the company to increase by a little more than 1%.
Decrease in Normal Tax to 30% in March 2000 and STC Kept at 12,5%
In this scenario, only the after tax cost of debt would change to 12% x (1 -0,3) = 8,4%. WACC = 0,6(14%) + 0,1(11,25%) + 0,3(8,4%) = 12,05%
The slight increase in the WACC is attributable to the reduced tax benefit on the interest expense.
Using a NOPAT of R70million (R100million before tax minus 30% tax) and the WACC of 12,05%, the value of the company can be determined as follows:
In spite of the increase in the WACC, the drop in the normal tax rate caused the value of the company to increase by just over 6%.
Decrease in Normal Tax to 29% in March 2006 and STC Kept at 12,5%
Again, only the after-tax cost of debt would change to 12% x (1 -0,29) = 8,52% and WACC = 0,6(14%) + 0,1(11,25%) + 0,3(8,52%) = 12,08%
There is an almost negligible increase in the WACC, which is attributable to the reduced tax benefit on the interest expense.
Using a NOPAT of R71million (R100million before tax minus 29% tax) and the WACC of 12,08%, the value of the company can be determined as follows:
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In spite of the small increase in the WACC, the drop in the normal tax rate caused the value of the company to increase by a little more than 1%.
Decrease of STC to 10% Announced in March 2007, Effective from 1 October 2007, and Normal Tax Kept at 29%
During the 2007 Budget speech it was announced that the STC rate is lowered as of 1 October 2007 from 12,5% to 10%. Along with the proposed change in STC rate, it was announced that STC would be replaced by a dividend tax at shareholder level in 2008 (Needham, 2007 Old Mutual, 2007 :1, Temkin, 2007 SAICA, 2007:3 and Goga 2007:1) . The proposals for 2008 are discussed in the next section. It was clearly stated that all distributions, including dividends on preference shares, would be liable for this withholding tax, which is to be administered by the company, but borne by the recipient. It is argued that organisations with preference shares would come under pressure to increase the preference dividend because the preference shareholders will have to pay the 10% tax and not the company (PSG Fund Management, 2007:2) .
For the time being the effect of STC changing to 10% would cause the cost of preference shares to change to 10% x 1,1 = 11% and this could be incorporated in the WACC calculation as follows:
The marginal decrease in the WACC is obviously linked to the lower STC rate and its effect on the cost of preference shares.
Using a NOPAT of R71million (R100million before tax minus 29% tax) and the WACC of 12,06%, the value of the company can be determined as follows:
This time the small decrease in the WACC caused the value of the company to increase by about 0,2%.
Proposed for 2009 and Beyond
In the 2009 and beyond scenario where there will be no STC payable by the company, but where the shareholders will bear the dividend tax burden, the STC adjustment to the cost of preference shares will fall away. Some organisations may increase their dividends on preference shares to compensate for the tax that would then be payable by the recipients of the dividends (PSG Fund Management, 2007: 2). Ordinary shareholders who will then receive a smaller net dividend (because they are required to pay the withholding tax may expect higher capital growth in turn by virtue of the greater portion of profits reinvested in the company (no STC to be paid by the company). This is a reasonable expectation if it is taken into account that the company will then have the benefit of paying no STC. Under these conditions, no adjustment to the cost of equity will be required. The authors argue that what the ordinary shareholders may lose in terms of the lower net dividend (because they would have to pay the tax on dividends), they gain in terms of a greater expectation for capital growth (because the company can reinvest more profits as it does not have to pay the STC). The WACC would then be as follows: WACC = 0,6(14%) + 0,1(10%) + 0,3(8,52%) = 11,96%
The small decrease in the WACC would be caused by the elimination of the effect of STC on the cost of preference shares.
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Using a NOPAT of R71million (R100million before tax minus 29% tax) and the WACC of 11,96%, the value of the company can be determined as follows:
The small decrease in the WACC would cause the value of the company to increase by almost 1%. Figure 1 shows the impact of the introduction of STC in 1993 (and the lowering of the company tax rate) and the subsequent changes on the NOPAT and theoretical value of the hypothetical company. Figure 2 indicates the changes in the STC rate and the company tax rate. Normal tax % STC % Table 1 contains a summary of the changes in STC and normal tax and its impact on the cost of capital. As typical free cash flow valuations have WACC in the denominator, this increase in the WACC did cause some measure of wealth destruction. However, this study found that the lowering of the normal company tax rate that accompanied the introduction and changes to STC had a greater positive impact. The net result was that shareholder value was actually enhanced; leading to the conclusion that these tax changes had a beneficial effect for business in general.
SUMMARY OF RESULTS
CONCLUSION
From the above it can be inferred that, contrary to initial expectations, the introduction of STC (and the lowering of the company tax rate at the same time) did not decrease the cost of capital of South African organisations. However, the initial drop in the company tax rate in 1993 did cause an increase in shareholder value and this, in turn, should have provided the incentive for greater capital project investment and job creation.
The most important insights coming to the fore in this study is that if an opportunity cost approach is followed, the cost of equity is unaffected by both the STC and the dividend payout ratio. The cost of preference shares is actually increased by the STC, even if its impact is limited because of the low average weight and use of preference shares in capital structures. The after-tax cost of debt is negatively impacted by decreases in the normal tax rate. The lower the tax rate, the smaller the tax benefit, the higher the net after-tax cost. The tax changes also lead to an increase in the NOPATs of organisations and this in turn lead to an increase in shareholder value.
Based on these findings, the introduction of STC and the lowering of the normal company tax rate were justified. Another related challenge would be to determine whether the increased re-investment of profits caused by the introduction of STC actually created new job opportunities. It is hoped that this article will contribute towards replacing speculation with greater clarity about the impact and effects of STC.
